
* Received on 19th February 2007. This is a revised version of the Figuerola Lecture deli-
vered at the Universidad Carlos III, Madrid on September, 2006. Previous versions of this paper
were presented at the Universidad de Chile and at the New Zealand Treasury. I have benefited
from conversations with Alejandra Cox Edwards, Al Harberger and Ed Leamer. Antonio Tena
provided helpful comments. I thank Alberto Naudon for his comments and assistance.

a The Anderson Graduate School of Management (UCLA), Henry Ford II Professor of
International Economics, UCLA and Research Associate, National Bureau of Economic Rese-
arch, 110 Westwood Plaza, Room C508 - Los Angeles, California 90095-1481. USA. sebas-
tian.edwards@anderson.ucla.edu.

CRISES AND GROWTH: A LATIN AMERICAN
PERSPECTIVE *

SEBASTIAN EDWARDS a

UCLA (University of California, Los Angeles)

RESUMEN

En este artículo uso datos históricos para analizar la relación entre
crisis y crecimiento en América Latina. Calculo en cuanto se ha reduci-
do el PIB per capita en la región como consecuencia de las recurrentes
crisis externas. Analizo, también, los principales determinantes de las
crisis de balanzas de pagos. La principal conclusión es que es poco pro-
bable que América Latina experimente, en promedio, una mejora impor-
tante en su crecimiento en el largo plazo. Es posible que algunos países
experimenten un cierto progreso en su convergencia con los países avan-
zados. Esto, sin embargo no será la norma; la mayoría de los países lati-
noamericanos se atrasaran en relación a los países asiáticos y otros paí-
ses en desarrollo emergentes. Mi análisis también sugiere que en el futu-
ro el tipo de crisis catastróficas, tan comunes en la región, afectarán a
un menor número de países. El futuro de América Latina será «Sin cri-
sis y con un crecimiento muy modesto».
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1 These numbers for «Latin America» refer to Latin America proper and exclude the
Caribbean countries. When these are included, however, the resulting rate of growth is some-
what higher, but the overall message does not change. The Asian data refer to all of Asia. If
the analysis is restricted to the so-called «Asian Tigers», the contrast with Latin America is
even more marked.

Palabras clave: Crecimiento, déficits por cuenta corriente, interrup-
ciones súbitas, crisis, instituciones, América Latina

ABSTRACT

In this paper I use historical data to analyze the relationship betwe-
en crises and growth in Latin America. I calculate by how much the
region’s GDP per capita has been reduced as a consequence of the recu-
rrence of external crises. I also analyze the determinants of major balan-
ce of payments crises. The main conclusion is that it is unlikely that
Latin America will, on average, experience a major improvement in long
run growth in the future. It is possible that some countries will make
progress in catching up with the advanced nations. This, however, will
not be the norm; most Latin American countries are likely to fall further
behind in relation to the Asian countries and other emerging nations.
Not everything, however, is grim. My analysis also suggests that fewer
Latin America countries will be subject to the type of catastrophic crises
that affected the region in the past. Latin America’s future will be one of
«No crises and very modest growth».

Keywords: Growth, current account deficits, sudden stops, crises,
institutions, Latin America.

JEL Classification: N26, O40, F30, F32.

1. INTRODUCTION

During the last 35 years Latin America’s economic performance has
been mediocre. Per capita GDP growth averaged 1.01 per cent during
1970-2004; during 1982-2004 it merely averaged 0.51 per cent; and during
the first five years of the 21st century, annual per capita GDP growth was
only 0.88 per cent. Compare this with Asia’s GDP growth per capita: 2.95
per cent in 1970-2004; 2.99 per cent during 1982-2004; and 2.78 per cent
during 2000-2004 (See Table 1 for some detailed comparisons) 1.

But low GDP growth has not been Latin America’s only economic pre-
dicament since 1970. The region also experienced numerous balance of
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2 See, for example, the essays in Edwards (2007b), especially Prados de la Escosura
(2007). See, also, World Bank (2003).

3 See, Williamson (1990).
4 For an analysis of the early reforms see Edwards (1995). On Latin America’s growth

see Loayza et al (2005).

payments crises that resulted in abrupt contractions in output, skyrocke-
ting unemployment, and major social dislocations. In addition, social con-
ditions have not improved in a significant way during the last three deca-
des; poverty continues to be widespread and income distribution is very
unequal 2. It is not an exaggeration to say that Latin America’s modern eco-
nomic history has been one of crises, modest growth, inequality, and poverty.

During the late 1980s and early 1990s most Latin American countries
embarked on market-oriented reforms. These programs were based on
efforts to reduce fiscal imbalances and inflation, deregulate investment,
reduce import restrictions and import duties, develop domestic capital
markets, and privatize public enterprises 3. These reforms, which were
known as the «Washington Consensus», bore fruit on the macroecono-
mic front. Inflation declined and credit became available to large masses
of consumers. In most countries growth accelerated in the years follo-
wing the reforms, and in some —Argentina, Chile and Peru— GDP
growth increased drastically. Throughout most of the region the first half
of the 1990s was a period of hope and high expectations 4.

In most countries, however, progress was short lived. The use of peg-
ged exchange rates to bring down inflation resulted in real exchange rate
overvaluation and in a decline in the competitiveness of exports. In addi-
tion, neither productivity growth nor investment rates increased suffi-
ciently enough to sustain GDP growth over the longer run. During the
second half of the 1990s and early 2000s hope was replaced by a succes-

TABLE 1
PER CAPITA GDP GROWTH IN LATIN AMERICA, 1970-2004:

A COMPARATIVE PERSPECTIVE *

* Cross-Country Average per capita GDP growth. For sources, see Data Appendix.

1970-2004 1982-2004 2000-2004

Latin America and Caribbean 1.48 1.10 1.08
Latin America 1.01 0.51 0.88
Asia 2.95 2.99 2.78
Asian Tigers + China + India 4.93 4.81 4.40
Asian Tigers 4.83 4.44 3.69
World 1.76 1.54 2.50
Industrialized Countries 2.29 1.97 1.80
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5 See Calvo (1999).

sion of deep and traumatic crises. In December 1994, and after a year of
political upheaval that included the Chiapas uprising and the assassina-
tion of the PRI’s presidential candidate, the Mexican peso collapsed and
was devalued by more than 60 per cent. The Mexican crisis generated a
wave of «contagion» through the region, testing the strength of the refor-
med economies. Capital flows into Latin America declined, and the cost
of borrowing internationally (as measured by the spread paid by Latin
American bonds over and above the yield on U.S. Treasuries), increased
significantly. Argentina, a country that had chosen a fixed exchange rate
regime and a currency board, was particularly affected by what came to
be known as the «tequila effect».

By mid 1997, when the region was beginning to recover from the
Mexican crisis, the world was shocked by the eruption of severe crises
throughout South East Asia. Thailand was the first to collapse, followed
by Indonesia, the Philippines, Malaysia, and South Korea. Although Latin
America had limited trade and financial exposure to South East Asia, it
was still subject to contagion. In mid 1998 the global financial system was
affected by two new crises, and contagion rippled throughout the world.
In August the Russian ruble collapsed and in September the failure of the
investment firm, Long Term Capital Management, exposed the fragilities
of the global financial system. Following these crises capital flows to the
emerging countries declined significantly forcing many Latin American
nations to implement severe macroeconomic adjustments 5.

A number of countries experienced balance of payment crises: Brazil
in 1999, Argentina in 2001, Uruguay in 2002, and the Dominican Republic
in 2003. Growth declined throughout the region, unemployment increa-
sed and social conditions deteriorated. As a result of these economic set-
backs, frustration erupted, and the public grew increasingly skeptical
about the merits of globalization and market orientation. In election after
election voters turned to the left, electing Presidents who were clearly cri-
tical of the Washington Consensus. Although these new leaders were quite
different from each other, they all argued that the region needed to incre-
ase spending on social programs, and make an effort to reduce inequality.
In some countries —Bolivia, Ecuador and Venezuela— the new political
leaders announced policies that would undo many of the reforms of the
1990s. Some of these policies included the nationalization of industries
and rapid increase in the extent of government controls.

In this paper I use historical data to analyze the relationship betwe-
en crises and growth in Latin America. More specifically, I calculate by
how much the region’s GDP per capita has been reduced as a conse-
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quence of the recurrence of external crises. I also analyze the determi-
nants of major balance of payments crises, and, in the light of these his-
torical results, discuss the region’s economic future.

The main conclusion of this paper is that it is unlikely that in the
future Latin America will, on average, experience a major improvement
in long run growth. It is possible that some countries will do relatively
well and will make progress in catching up with the advanced nations.
This, however, will not be the norm; most Latin American countries are
likely to fall further behind in relation to the Asian countries and other
emerging nations. Not everything, however, is grim. My analysis also
suggests that in the years to come fewer Latin America countries will be
subject to the type of catastrophic and very costly currency crises that
affected the region in the past. It is very likely that Latin America’s futu-
re will be one of «No crises and very modest growth».

The paper is organized as follows: In Section II I use a two-equation
empirical model to investigate the determinants of long term growth and
to analyze the way in which recurrent external crises have affected
growth dynamics. My results indicate that external crises have been very
costly for the average Latin America country: 7 per cent of GDP per deca-
de. In Section III I go one step further and use variance component pro-
bit models to investigate the forces behind these external crises. My fin-
dings suggest that they have been the result of both misguided domestic
policies as well as external shocks. In Section IV I discuss the future of
the Latin American economies in the light of the results presented in the
paper. Finally, in Section V, I offer some concluding remarks. The paper
also has a Data Appendix.

Before proceeding further, it is important to emphasize that Latin
America and the Caribbean is a large region, composed of over thirty
diverse countries. This means that any study that focuses on «the avera-
ge» or «typical» Latin American nation will tend to oversimplify some
important aspects of reality. On the other hand, by focusing on Latin
America as a group I am able to concentrate on some of the structural
and institutional features that are common to most countries in the
region. In order to provide as much texture as possible to the analysis,
throughout the paper I make an effort to discuss a number of country
specific experiences and cases.

2. EXTERNAL CRISES AND GROWTH IN LATIN AMERICA:
AN EMPIRICAL INVESTIGATION

For a long time Latin America has had a reputation of being a crisis-
prone region. The first balance of payments crises erupted in the 1820s,
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6 See Marichal (1989) for early episodes of external crises and currency collapses.
7 To qualify as a sudden stop episode, the country in question must have been a net

importer of capital in the previous year. In order to check for the robustness of the results,
I also used two alternative definitions of sudden stops, which considered a reduction in
inflows of 3 and 7% of GDP in one year.

8 I also used an alternative definition. The qualitative nature of the results discussed
below were not affected by the precise definition of reversals or sudden stops. See Edwards
(2007).

during the early years of Independence. Since then the Latin American
currencies have been repeatedly devalued, and debts have been repudia-
ted on several occasions 6. Some memorable modern (post 1970) crises
include the Mexican crises of 1976, 1982 and 1994; the Chilean crisis of
1982; the Brazilian crisis of 1999; the Argentine crises of 1989 and 2001,
and the Uruguayan crisis of 2002. In spite of the massive recurrence of
crises during the last four decades, there has been no effort in the litera-
ture to systematically quantify the cost —in terms of growth or other
variables— of these episodes of acute instability.

In this Section I use a two-equation empirical model and a large cross
country data set to investigate the way in which external crises affect
GDP growth. I concentrate on two types of external crises: (a) Sudden
stops of capital inflows, and (b) large current account reversals. The data
are for 1970-2004 and, for comparison purposes, cover all countries in
the world for which there is information. A sudden stop is defined as a
reduction in net capital inflows of at least 5 per cent of GDP in one year 7.
A current account reversal, on the other hand, is defined as a reduction
in the current account deficit of at least 4 per cent of GDP in one year
(see the Data Appendix for details) 8.

In Table 2 I present tabulations on the incidence of sudden stops for
the period under study; Table 3 contains data on the incidence of current
account reversals. In both Tables I have considered six groups of coun-
tries: industrial, Latin America and Caribbean, Asia, Africa, Middle East
and North Africa, and Eastern Europe. Each Table also includes a
Pearson test for equality of incidence across groups of countries. As may
be seen, the total historical incidence of sudden stops has been 4.6 per
cent. Different groups of countries, however, have experienced very dif-
ferent realities, with the incidence being highest in Eastern Europe and
the Middle East and lowest in the industrial nations. Table 3 indicates
that the aggregate incidence of current account reversals rate has been
10.4 per cent; Africa and Latin America have had the highest incidence
at 16 per cent and 13 per cent respectively, and the industrial countries
have had the lowest incidence at 2.5 per cent.

Sudden stops and current account reversals are highly related phe-
nomena. There is no reason, however, for their relationship to be exactly
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one-to-one. Indeed, because of changes in international reserves, it is
possible that a country which suffers a sudden stop in capital inflows
does not experience at the same time a current account reversal. For the
complete sample 46.8 per cent of countries subject to a sudden stop also
faced a current account reversal. At the same time, 22.8 per cent of those

TABLE 2
INCIDENCE OF SUDDEN STOPS, 1970-2004

No sudden stop Sudden stop

Industrial Countries 96.23 3.77
Latin American and Caribbean 95.62 4.38
Asia 97.74 2.26
Africa 94.61 5.39
Middle East 92.16 7.84
Eastern Europe 92.31 7.69

Total 95.45 4.55

Observations 2240

Pearson
Uncorrected chi2 (5) 10.073

Design-based F(5, 11195) 2.014
P-value 0.073

TABLE 3
INCIDENCE OF CURRENT ACCOUNT REVERSALS, 1970-2004

No Reversal Reversal

Industrial Countries 97.54 2.46
Latin American and Caribbean 86.86 13.14
Asia 91.70 8.30
Africa 83.82 16.18
Middle East 86.93 13.07
Eastern Europe 92.31 7.69

Total 89.64 10.36

Observations 2240

Pearson
Uncorrected chi2 (5) 70.692

Design-based F(5, 11195) 14.132
P-value 0.000
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9 This formulation is based on Edwards and Levy Yeyati (2005).

with current account reversals also experienced (in the same year) a sud-
den stop of capital inflows. For every one of the regions, as well as for
the complete sample, Pearson χ2 tests suggest that although there are
observed differences across these phenomena, the two are statistically
related.

2.1. The Empirical Model

The point of departure of the empirical analysis is a two-equation for-
mulation of the dynamics of real GDP per capita growth of country j in
period t. Equation (1) is a long run GDP growth equation, similar to
those estimated in the new growth empirical literature; equation (2) cap-
tures the growth dynamics process 9.

(1) g*
j = αxj + βzj + γsj + εj

(2) Δgjt = λ(g*
j – gjt–1) + ϕνjt + γujt ξjt

Equation (1) relates long term per capita GDP growth to structural
variables (xj), policy variables (zj), and institutional variables (sj). The
error term is assumed to be heteroskedastic. In equation (2), gjt is the
rate of growth of per capita GDP in country j in period t. The terms νjt

and ujt are shocks, assumed to have zero mean, finite variance and to be
uncorrelated between themselves. More specifically, νjt is assumed to be
an external terms of trade shock, while ujt captures other shocks, inclu-
ding sudden stops and current account reversals. ξtj is an error term,
which is assumed to be heteroskedastic. λ, ϕ, and γ are parameters that
determine the particular characteristics of the growth process. Equation
(2), which has the form of an equilibrium correction model (ECM), sta-
tes that the actual rate of growth in period t will deviate from the long
run rate of growth due to the existence of three types of shocks. Over
time, however, the actual rate of growth will tend to converge towards its
long run value, with the rate of convergence given by λ. The main inte-
rest from the perspective of the current paper is the effect of sudden
stops and current account reversals on growth; that is, whether coeffi-
cient is significantly negative. In the estimation of equation (2), I used
dummy variables for sudden stops and reversals.

The system (1) - (2) was estimated using a two step procedure. In the
first step I estimate the long run growth equation (1) using a cross-
country data set. These first stage estimates are then used to generate
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10 When fixed effects were used the results were very similar.
11 However, if property rights protection is limited to the elite, innovation and produc-

tivity growth will not be encouraged.

long-run predicted growth rates to replace g*
j, in the equilibrium error

correction model (2), with the predicted value of long term growth. In the
second step, I estimated equation (2) using a GLS random effects proce-
dure for unbalanced panels 10. The data set used covers 103 countries, for
the 1970-2004 period; not every country has data for every year, however.
See the Data Appendix for exact data definition and data sources.

2.2. The Long Term Growth Equation

In estimating equation (1) for long run per capita growth, I follow the
by now standard literature on growth, as summarized by Durlauf et al
(2005) and Weil (2005). The data set covers 103 countries and most
variables are defined as averages for 1970- 2004. For some covariates,
however, data are only available for a shorter period. See the Data
Appendix for details.

Over long periods of time, economic growth is the result of the com-
bination of three fundamental factors: the accumulation of both physi-
cal capital and human capital, improvements in the utilization of the
labor force, and total factor productivity (TFP) growth. As argued by
Acemoglu et al (2005), among others, TFP growth and the efficiency of
capital accumulation depend on institutional variables, including the
protection of property rights, the independence of the judiciary, and the
level of corruption. A society where property rights are protected for the
population at large will generally devote more time and effort to innova-
ting, accumulating capital, improving efficiency and increasing produc-
tivity 11. In this institutional framework it is important that property
rights are protected for all citizens, and not only for the elite. In that
regard, a greater degree of democracy will tend to encourage efficiency
and productivity growth (Acemoglu et al 2005). In the same vein, a
society with an independent and efficient judiciary system will be able to
solve conflicts among parties in an efficient way, without negatively
affecting the innovative process. In countries where corruption is low,
the private sector will be able to devote more time and effort to activities
that generate greater efficiency and innovation. On the contrary, in
nations where the degree of corruption is high, private sector represen-
tatives will tend to devote a significant amount of time to bribing public
sector officials and to finding ways of getting around regulations and
restrictions.
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12 See, for example, Durlauf et al (2005) and Weil (2005).
13 As Aizenman and Noy (2006) have shown, there is a strong empirical connection bet-

ween trade openness and the degree of capital mobility. The use of gravity trade equations
to generate instruments in panel estimation has been pioneered by Jeff Frankel. See, for
example, Frankel and Cavallo (2004).

14 A bilateral RER rate index was used because it is available for a larger number of
countries. When a multilateral RER index was used the results were very similar to those
reported in this Section.

In the specification of the long run growth equation (1), the following
traditional covariates, which have been used in the standard growth lite-
rature, were included 12: (1) the log of initial (1974) GDP per capita.
(2) The ratio of gross investment to GDP, as a proxy for the accumulation
of physical capital. (3) The coverage of secondary education, as a proxy
for human capital accumulation. (4) The degree of openness of the eco-
nomy to international trade. This variable is measured as the fitted value
from a gravity model of bilateral trade 13. (5) The ratio of government con-
sumption to GDP, as a proxy for the size of the public sector. In addition
to these standard variables, the following covariates that reflect a countr-
y’s macroeconomic policy stance and economic structure were included:
(6) Average rate of inflation over the period under study. (7) The volatility
of inflation, measured as the standard deviation of the rate of change of
the CPI. (8) The volatility of the (logarithm of the) terms of trade. Also,
(9) the volatility of the (bilateral) real exchange rate index (RER) 14.

Finally, a set of covariates that capture the strength of a country’s ins-
titutions was included in the estimation of equation (1) (since these
variables are highly collinear, they were introduced into the analysis one
at a time): (10) An index that measures the degree of protection of pro-
perty rights. The higher the value of this index, the stronger is the pro-
tection of property rights. (11) An index that measures the «rule of law»
in each country. A higher value of the index reflects a greater respect for
the rule of law. A limitation of this index is that it is only available since
1996. (12) An index that measures the extent to which a country is able
to «control corruption». The source is the ICRG; a higher value of the
index means a stricter control of corrupted practices and, thus, a lower
level of corruption. (13) An index that measures the degree of «law and
order» in each country. A higher value of the index reflects a greater res-
pect for law and order. (14) An index that measures the degree of inde-
pendence of the judiciary in each country. As before, a higher value of
the index reflects a greater degree of independence. Finally, (15) an index
that measures the strength of democratic institutions in each country
(see the Data Appendix for details).

The basic regressions results are in Table 4, where the z-statistics were
obtained using robust standard errors (in all of the equations regional
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15 In some regressions, not reported here due to space considerations, I computed the stan-
dard errors by clustering observations by region; the results were similar to those reported here.

16 As a number of authors have discussed, these types of regressions have a series of
limitations, including the fact that the number of potential independent variables exceeds
the number of observations and that there are likely to be endogeneity problems. See Dur-
lauf (2005). I used a number of these regressions using instrumental variables. The results,
however, were not very different from those reported here. More importantly, there was no
significant difference in the estimation of the dynamic of growth equation (2).

17 These coefficients are not reported here due to space considerations.

dummy variables were also included, but not reported) 15. All of the coeffi-
cients have the expected signs and the vast majority of them are significant
at conventional levels. Moreover, the regressions in Table 4 explain appro-
ximately two thirds of the long run cross country variability in growth.
These results support the main implications of the new theories of growth,
and confirm previous findings by a large number of authors, including
Barro and Sala-i-Martin (1995), Edwards (1992, 1998), Weil (2005), and
the works discussed in Acemoglu et al (2005) and Durlauf et al (2005). The
coefficient of initial GDP per capita is significantly negative, indicating that
there is conditional convergence. The results also indicate that both physi-
cal and human capital accumulation are important sources of growth.
Higher government consumption tends to reduce long term growth.
Higher average inflation and higher inflation volatility reduce growth, as
do higher terms of trade volatility and higher real exchange rate volatility.

The estimated coefficients of the institutional variables in Table 4 tell
a robust story. Countries with stronger institutions —economic, judicial,
and political— tend to have a better growth performance over long
periods of time than countries with weak institutions. For example,
according to these results, countries that are able to control corruption
better grow faster than countries unable to control corruption; likewise,
countries that have a more independent judiciary, stronger law and
order, and stronger protection of property rights grow faster than
nations that have problems in these institutional areas 16.

In order to assess the relative importance of the different variables in
these regressions I computed standardized beta coefficients that measu-
re by how much the dependent variable changes if the independent
variables increase by one standard deviation 17. The results obtained are
quite revealing: in every regression the institutional variables have the
highest standardized betas, confirming that the story of long term
growth differentials across countries is fundamentally —although not
exclusively— a story of weak institutions.

The results presented in Table 4 provide important clues for unders-
tanding Latin America’s mediocre growth performance over the years.
During 1970-2004 the nations of Latin America did poorly in every one
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18 See, for example, Edwards (1995) and Naim (1994).
19 They are available on request.

of the categories of growth determinants: capital accumulation was very
low, educational achievements lagged behind those of other regions,
inflation was very high and volatile, and institutions were very weak and
inefficient (See Table A.1 in the appendix) 18. An important question, and
one that I address in some detail in Section IV of this paper, refers to the
way in which these determinants of long term growth are likely to evol-
ve in Latin America during the next 10 to 15 years.

2.3. The Growth Dynamics Equation

Table 5 presents the results from the second step estimation of the
growth dynamics equation (2). I use the fitted values from the estimates
for long run GDP per capita growth reported in equation (4.7) in Table 4
to construct a proxy for the trend rate of growth g*

j. When alternative
specifications for computing the long run growth equation were used,
the results were very similar to those reported in Table 5 19.

TABLE 5
THE DYNAMICS OF GROWTH, 1970-2004:

GLS, RANDOM EFFECTS ESTIMATES

Eq. 5.1 Eq. 5.2 Eq. 5.3

Growth Gap 0.756 0.751 0.743
(26.04) *** (25.14) *** (24.62) ***

Change in Terms of Trade 0.087 0.089 0.082
(11.36) *** (11.72) *** (10.86) ***

Reversal –1.997 –2.059 —
(–5.47) *** (–5.56) ***

Sudden Stop — –0.132 –0.805
(–0.26) (–1.95) *

R-squared
whitin 0.4750 0.4764 0.4606

between 0.0775 0.0229 0.0170
overall 0.4441 0.4443 0.4307

Number of observations 2342 2240 2241

Number of groups 94 92 93

Robust z-statistics are reported in parentheses. *** significant at 1 per cent; ** significant at 5
per cent; * significant at 10 per cent.
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20 In Subsection II.4 I address issues related to (potential) endogeneity.

The estimated coefficient of (g*
j – gjt) is, as expected, positive, signi-

ficant, and smaller than one. The point estimates are on the high side
—between 0.74 and 0.76—, indicating that, on average, deviations bet-
ween long run trend growth and actual growth get eliminated rather
quickly. For instance, according to equation (5.1), after 3 years approxi-
mately 86 per cent of a unitary shock to real GDP growth per capita will
be eliminated. As expected, the estimated coefficients of the terms of
trade shock are always positive and statistically significant, indicating
that an improvement (deterioration) in the terms of trade results in a
short run acceleration (de-acceleration) in the rate of growth of real per
capita GDP. As may be seen from equations (5.1) and (5.2), the coeffi-
cient of the current account reversals variable is significantly negative,
indicating that reversals result in a deceleration of growth. In equation
(5.1) the point estimate is –1.99; with other things given, a current
account reversal has resulted in almost a 2 per cent reduction in short
term growth, on average. The results in equation (5.3) refer to sudden
stops. They show that the estimated coefficient of the sudden stop indi-
cator is negative, with a point estimate –0.80. This suggests that while
sudden stops have also had a negative effect on per capita growth, their
impact on growth has not been as severe as the impact of current
account reversal episodes.

The results in equation (5.2), where both the current account rever-
sals and the sudden stop dummies are included, are particularly interes-
ting: while the reversal dummy continues to be significantly negative,
the coefficient for the sudden stop dummy is not significant. This sug-
gests that what is costly —in terms of lower GDP per capita growth— is
not a sudden stop per se; what reduces growth is the adjustment that
accompanies a current account reversal. This is an important finding,
since it suggests that countries which experience a sudden stop but are
able to avoid —through the de-accumulation of international reserves—
an abrupt and major adjustment in their current account will not face a
significant decline in growth 20.

Table 6 contains results from the estimation of equation (2) for the
Latin American and Caribbean countries only. At a general level these
estimates are similar to those for the complete sample: all coefficients
are significant and have the expected signs. There are however, two
important differences: first, the coefficient of the growth gap (g*

j – gjt) is
much smaller for the Latin American nations, indicating that deviations
of short term growth from trend growth take longer to be eliminated.
Second, and more important, the point estimates of the reversal and sud-
den stop variables are significantly higher for the Latin American coun-
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tries than for the complete sample. For instance, according to equation
(6.1), abrupt and large current account reversals have been associated,
on average, with a contemporaneous decline in real per capita GDP
growth of 3.6 per cent.

The estimates in Tables 5 and 6 were obtained when the current
account reversal and sudden stop variables were introduced contempo-
raneously into the growth dynamics regressions. When lagged values of
these indicators were added to these regressions their coefficients were
not significantly different from zero.

2.4. Extensions and Robustness

I performed standard robustness tests. These included estimating the
equations for alternative time periods and alternative data sets. I also
considered alternative specifications and included additional variables
which (potentially) capture other external shocks. In order to deal with
possible endogeneity problems I estimated the dynamic of growth equa-
tion using a simultaneous equations procedure.

TABLE 6
THE DYNAMICS OF GROWTH IN LATIN AMERICA, 1970-2004:

GLS, RANDOM EFFECTS ESTIMATES

Eq 6.1 Eq 6.2 Eq 6.3

Growth Gap 0.679 0.685 0.654
(11.85) *** (11.95) *** (10.83) ***

Change in Terms of Trade 0.095 0.095 0.080
(6.56) *** (6.11) *** (5.08) ***

Reversal –3.601 –3.394 ..
(–5.84) *** (–5.28) ***

Sudden Stop — –1.624 –2.806
(–1.63) (–2.72) ***

R-squared
whitin 0.4320 0.4375 0.3920

between 0.0222 0.0151 0.0173
overall 0.4206 0.4241 0.3780

Number of observations 557 548 548

Number of groups 20 20 20

Robust z-statistics are reported in parentheses. *** significant at 1 per cent; ** significant at 5
per cent; * significant at 10 per cent.
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(A) Alternative Samples: I estimated equation (2) for the dynamics
of growth for alternative time periods and groups of countries. The
results obtained were very similar to those presented above and confirm
that both current account reversals and sudden stops have been costly in
terms of lower rates of growth: for the complete sample the point esti-
mate of the current account reversal was in the vicinity of –2.0; for the
Latin American sample it was approximately –3.5.

(B) Additional External Shocks: In the basic regressions presented
in Tables 5 and 6 I only included two shocks’ covariates: external crises
and terms of trade shocks. It is possible, of course, that other shocks
affect GDP’s growth dynamic. In Table 7 I report growth regression
results when two additional shocks are included: (a) a dummy that takes
the value of one if during that year the country has been at war and zero
otherwise (see the Data Appendix for details and data sources); and (b) a
global financial shock, defined as the deviation of U.S. real interest rates

TABLE 7
THE DYNAMICS OF GROWTH, 1970-2004:

ADDITIONAL SHOCK (GLS, RANDOM EFFECTS ESTIMATES)

Eq 7.1 Eq. 7.2
(Complete Sample) (Latin America)

Growth Gap 0.765 0.715
(26.22) *** (12.41) ***

Change in Terms of Trade 0.085 0.090
(11.26) *** (6.51) ***

Reversal –1.936 –3.535
(–5.37) *** (–5.59) ***

Deviation of World Real Interest –0.155 –0.354
(–3.73) *** (–3.51) ***

War Dummy –0.428 –0.347
(–2.24) ** (–0.75)

R-squared
within 0.4794 0.4547

between 0.1877 0.0089
overall 0.4478 0.4420

Number of observations 2341 557

Number of groups 94 20

Robust z-statistics are reported in parentheses. *** significant at 1 per cent; ** significant
at 5 per cent; * significant at 10 per cent.
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21 Notice, however, that there may be a potential endogeneity problem with the wars
variable. See the discussion below and the results in Table 8 which tackle potential endoge-
neity issues.

22 See also Heckman (1978) and Amemiya (1978).

from its long term average (see the Data Appendix). As may be seen, the
coefficients of the two new shocks are negative as expected. They are sig-
nificantly so for the complete sample (equation 7.1); interestingly, for the
complete sample the estimated coefficient of current account reversals is
larger, in absolute terms, than that of wars 21. This puts the magnitude of
the costs associated with external sector crises into context. Notice that
for Latin America (equation 7.2), the coefficient of the wars dummy is
negative but not significant. More importantly for this paper, the esti-
mated coefficient of the current account reversal is not affected in a sig-
nificant way by this alternative specification.

(C) Endogeneity: A possible shortcoming of the results presented in
Tables 5 and 6 above is that they may be subject to an endogeneity bias.
In order to investigate this possibility I re-estimated equation (2) using
the two-step procedure suggested by Maddala (1983) and Keshk (2003)
for systems where one of the endogenous variables is dichotomous 22.
The results obtained, are reported in Tables 8 both for the complete sam-
ple and the Latin American countries only. In the estimation the follo-
wing instruments were used: contemporaneous and one period lagged

TABLE 8
THE DYNAMICS OF GROWTH, 1970-2004:

TWO-STEPS MADDALA PROCEDURE

Eq 8.1 Eq. 8.2
(Complete Sample) (Latin America)

Growth Gap 0.773 0.831
(32.2) *** (8.66) ***

Change in Terms of Trade 0.114 0.173
(11.26) *** (4.51) ***

Reversal –1.709 –4.273
(–4.16) *** (–2.76) ***

R square 0.4317 0.3913

Adjusted R square 0.4309 0.3878

Pseudo R square from Probit 0.0687 0.0772

Number of observations 2171 530

Corrected t statistics are reported in parentheses. For list of instruments, see the text. *** signi-
ficant at 1 per cent; ** significant at 5 per cent; * significant at 10 per cent.
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terms of trade changes; the proportion of countries in each region
(excluding the country in question) subject to a sudden and large decli-
ne of net capital inflows, lagged one period; world real interest rates lag-
ged one and two periods; and a two-period lagged dummy that takes the
value of one if there was a war in the country’s territory. As may be seen
from Table 8 the main results reported above are confirmed: external cri-
ses, and in particular, current account reversals, have been very costly in
the world in general (equation 8.1) and in Latin America in particular
(equation 8.2). Indeed, the point estimates of the current account rever-
sals’ coefficient are quite similar to those reported in Tables 5 and 6.

3. WHAT DETERMINES EXTERNAL CRISES?

The results in Section II may be summarized as follows: (a) Long
term growth is the result of four broadly defined forces: capital accu-
mulation (both physical and human), policies that promote stability and
efficiency, structural variables, and the strength of institutions; and
(b) external crises have been extremely costly in Latin America (and
other regions for that matter), and have resulted in significant reduc-
tions in GDP growth rates, relative to their long term trend. In the light
of these results, a natural follow-up question is: What are the determi-
nants of external crises? Why are some countries more prone to expe-
riencing sudden stops and current account reversals than others? These
questions are addressed in this Section, where I estimate a series of
variance component probit regressions on the probability of external
crises.

3.1. The Empirical Model

Consider the following variance component probit model for the pro-
bability of a sudden stop or current account reversal crisis:

1, if γ*
tj > 0,

(3) γtj = {
0, otherwise

(4) γ*
tj = αωtj + εtj .

Variable γtj is a dummy variable that takes a value of one if country j
in period t experienced a current account reversal (or a sudden stop), and
zero if the country in question did not experience a crises. According to
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23 See, for example, Calvo et al (2004), Glick and Hutchison (2005), Edwards (2004a,
2004b), and Frankel and Cavallo (2004). See also Eichengreen et al (2006).

24 See, for example, Frankel and Rose (1996), Milesi-Ferreti and Razin (2000) and Edwards
(2002).

equation (3), whether the country experiences a crisis is assumed to be
the result of an unobserved latent variable γ*

tj . γ*
tj which in turn, is assu-

med to depend linearly on vector ωtj. The error term εtj is given by a varian-
ce component model: εtj = νj + μtj . νj is iid with zero mean and variance
σ 2

ν; μtj is normally distributed with zero mean and variance σ 2
μ = 1. In

addition to the random effects model, I also estimated fixed effects ver-
sions of the model in equations (3) and (4).

One of the advantages of probit models is that they are highly non-
linear; the marginal effect of any independent variable on the probabi-
lity is conditional on the values of all covariates. This means that if the
value of one of the independent variables changes, the marginal effect of
all of them will also change. Denoting the (normal) cumulative probabi-
lity distribution by Φ, then the probit model is defined by:

(5) Pr(γjt ≠ 0⏐ωjt) = Φ(αωjt)

The marginal effect of a particular variable z1 on the probability may
be calculated as the slope of the probability function, evaluated at a spe-
cific set of values of the covariates ωjt. Assume that the estimated probit
coefficient of z1 is α1, and that we want to evaluate the marginal effect of
z1 at a point where covariates have values captured by vector ω̃. In this
case, the marginal effect of z1 (evaluated at ω̃) is given by:

δΦ
(6) —— = Φ’ (αω̃)α1.δz1

Equation (6) may be used to evaluate how a change in a particular
variable —a «large» current account deficit, say— affects the probability
of a crisis, under alternative values of ω̃.

3.2. Specification

In determining the specification of this probit model I followed the
literature on external crises, devaluations, sudden stops, and current
account reversals 23. In the base-case specification I included the follo-
wing covariates, all of which are available for a large number of coun-
tries and years 24:
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• The ratio of the current account deficit to GDP, lagged one pe-
riod.

• The lagged ratio of the country’s fiscal deficit relative to GDP.
• The country’s net international investment position relative to GDP.

This indicator measures the difference between foreign assets held
by nationals (government and private sector) and domestic assets
held by foreigners, relative to GDP. A negative number indicates
that the country in question has a negative net external position, or
in common language is a «net debtor». This indicator was cons-
tructed from data provided by Lane and Milesi-Ferreti (2006). The
coefficient of this variable is expected to be negative in the estima-
tion of the probit equations.

• The lagged value of an index that measures the effect of «conta-
gion». This contagion index is defined as the relative occurrence
of capital flow contractions in each country’s «reference group».
The reference group, in turn, is defined for most countries as their
region. There are five geographical regions: Latin America, Asia,
North Africa and the Middle East, Africa and Eastern and Central
Europe; the advanced countries belong to a group of their own.
The contagion variable is calculated, for each year, as the percen-
tage of countries in the relevant group which experienced a con-
traction in net capital inflows of at least 3 per cent of GDP. In this
calculation, data for the country in question are excluded. The
coefficient of this «contagion» variable in the probit equation is
expected to be positive, reflecting the fact that when a similar
country experiences a capital flow contraction, capital flows to the
country in question will tend to decline, increasing the likelihood
of a crisis.

• Percentage change in the terms of trade (defined as the ratio of
export prices to import prices), with a one year lag. Improved
terms of trade are expected to lower the probability of a crisis; its
coefficient should be negative.

• Lagged international real interest rates, proxied by real U.S. 10
year Treasuries. As Eichengreen (2001) has argued, a decline in
world liquidity —captured by higher international real interest
rates— will tend to increase the probability of an external crisis.
If this is indeed the case, the coefficient of this variable will be
positive.

• A dummy variable that takes the value of one if that particular
country has a flexible exchange rate regime and zero otherwise.
The classification of exchange rate regimes is based on de facto
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information, as compiled by Levy-Yeyati and Sturzenegger
(2003).

• Foreign direct investment (FDI) relative to GDP. This variable mea-
sures the composition of capital inflows. To the extent that FDI
represents a longer term commitment than portfolio capital flows,
it is expected that its coefficient will be negative.

• A measure of the degree of ease/tightness of monetary policy, lag-
ged one year. This variable is calculated as the difference between
the rate of growth of domestic credit and nominal GDP (lagged one
period). The higher (lower) the value of this variable, the easier
(tighter) is monetary policy.

• International reserves as a proportion of the country’s total exter-
nal liabilities. This indicator was constructed from data provided
by Lane and Milesi-Ferreti (2006). To the extent that a high level of
international reserves is seen as an insurance policy, the coefficient
of this variable is expected to be negative in the estimation of the
probit equations.

3.3. Results

The basic results are in Tables 9 and 10 for current account reversals
and sudden stops respectively. As may be seen, most estimated coeffi-
cients are significant at conventional levels and the vast majority has the
expected sign.

These estimates indicate that a higher current account deficit increa-
ses the probability of a crisis. Higher fiscal deficits increase the proba-
bility of a crisis and higher net external assets reduce this probability.
The results also confirm the presence of a «contagion» effect and indi-
cate that an improvement in the terms of trade reduces the probability
of both a reversal and a sudden stop. Improvements in the terms of trade
reduce the probability, while an increase in world (real) interest rates
decreases the likelihood of a crisis.

These results show that countries with a flexible exchange rate regi-
me have a lower probability of experiencing a current account reversal
or a sudden stop. The regressions in Tables 9-10 also indicate that the
composition of capital flows matters: higher FDI (as a proportion of
GDP) reduces the probability of a crisis. Interestingly, a higher stock of
international reserves does not reduce the likelihood of experiencing a
crisis.

In order to gain further insights into the way in which the different
covariates affect the probability of a crisis, I computed marginal effects
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25 These marginal effects are not reported here due to space considerations. They are
available on request.

of the different variables and evaluated them for different values of the
covariates vector. Four results stand out from this exercise 25:

• Most of the marginal effects are quite small.

TABLE 9
VARIANCE COMPONENT PROBIT ON THE PROBABILITY

OF A CURRENT ACCOUNT REVERSAL, 1970-2004

Eq. 9.1 Eq. 9.2 Eq. 9.3 Eq. 9.4 Eq. 9.5

Contagion 0.009 0.012 0.010 0.012 0.010
(2.33) ** (2.95) *** (2.6) *** (3.05) *** (2.36) **

Change in Terms 0.008 0.020 0.006 0.007 0.009
Of Trade (4.78) *** (6.89) *** (3.54) *** (3.64) *** (5.03) ***

Exchange –0.127 –0.288 -0.274 –0.194 –0.194
Rate Regime (–1.27) (–2.79) *** (–2.82) *** (–1.83) * (–1.72) *

World (Real) 0.039 0.021 0.036 — —
Interest Rates (2.00) ** (1.02) (1.87) *

Domestic Credit 0.003 0.002 0.003
(2.11) ** (1.26) (2.21) **

Current Account 0.092 — — 0.100 0.131
(15.49) *** (14.07) *** (13.78) ***

Fiscal Deficits — 0.026 — — —
(3.37) ***

Net External — — –0.004 — —
Assets (–6.31) ***

International — — — 0.001 —
Reserves (0.24)

FDI (Proportion — — — — –0.065
of GDP) (–6.33) ***

σv 0.3116 0.3700 0.2743 0.3500 0.4515

ρ 0.0885 0.1204 0.0700 0.1091 0.1693
Likelihood–ratio
test of ρ = 0
(p-value)

Number of
observations 2615 2023 2314 2385 2353

Number of groups 146 129 124 124 120

Robust z statistics are reported in parentheses. All regressors are one period lagged. Constant
term is included, but not reported. *** significant at 1 per cent; ** significant at 5 per cent; * signifi-
cant at 10 per cent. ρ is σ2

ν/(σ2
ν + 1).
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• The largest marginal effect (in absolute terms) corresponds to the
flexible exchange rate variable. For the average country, moving
from a pegged to a flexible exchange rate reduces the probability of
a crisis between 2 and 4 percentage points.

• The marginal effect of contagion varies according to the value of
the current account deficit. The higher the deficit, the higher the
marginal effect of contagion.

TABLE 10
VARIANCE COMPONENT PROBIT ON THE PROBABILITY

OF A SUDDEN STOP, 1970-2004

Eq. 9.1 Eq. 9.2 Eq. 9.3 Eq. 9.4 Eq. 9.5

Contagion 0.008 0.006 0.006 0.004 0.003
(1.64) * (1.15) (1.63)* (0.86) (0.59)

Change in Terms 0.009 0.002 0.003 0.003 0.004
Of Trade (2.38) ** (1.27) (1.82)* (1.73) * (2.1) **

Exchange –0.243 –0.203 –0.188 –0.141 –0.136
Rate Regime (–1.78) * (–1.65) * (–1.67) * (–1.07) (–1.01)

World (Real) 0.031 0.024 — — —
Interest Rates (1.11) (0.95)

Domestic Credit 0.002 0.000 — — —
(1.29) ** (0.22) 

Current Account — — 0.058 0.060 0.070
(10.11) *** (8.95) *** (8.79) ***

Fiscal Deficits 0.0160 — — — —
(1.71) *

Net External — –0.0024 — — —
Assets (–3.25) ***

International — — — 0.004 0.005
Reserves (1.61) (1.98) **

FDI (Proportion — — — — –0.023
of GDP) (–2.62) ***

σ 0.3972 0.4171 0.330 0.3535 0.3914

ρ 0.1363 0.1482 0.125 0.1111 0.1328
Likelihood–ratio
test of ρ = 0
(p-value)

Number of
observations 2015 2301 2626 2372 2340

Number of groups 129 124 147 124 120

Robust z statistics are reported in parentheses. All regressors are one period lagged. Constant
term is included, but not reported. *** significant at 1 per cent; ** significant at 5 per cent; * signifi-
cant at 10 per cent. ρ is σ2

ν/(σ2
ν + 1).
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• The marginal effect of flexible rates becomes more negative, that is
the benefit of adopting a flexible rate increases, for larger current
account deficits.

The estimation results reported in Tables 8 and 9 help explain why
Latin America has been so prone to crises. As is pointed out in Section
IV of this paper, until very recently, most countries of the Latin American
region had done very poorly in most determinants of external crises:
current account and fiscal deficits were very high, FDI was low, mone-
tary policy was loose, and the majority of countries had (and defended)
pegged nominal exchange rates (See Table 11).

4. REFLECTIONS ON LATIN AMERICA’S FUTURE

The analysis presented in the preceding Sections has identified the
most important factors affecting economic growth and the variables that
determine the probability of a country experiencing current account
reversals and sudden stops of capital inflows. In the light of these results,
an important question refers to Latin America’s economic future: Is the
region likely to continue suffering recurrent crises and mediocre
growth? Or, on the contrary, will things change for the better, with
growth picking up and crises subsiding?

I first discuss long term growth: In spite of the reforms implemented
in the 1990s, most Latin American countries have failed to make signifi-
cant progress in most areas which, according to academic research
(including the results in Section II of this paper), affect long term
growth. In fact, improvements have only been achieved in three areas:
(a) macroeconomic instability has declined (i.e. inflation has declined
and has become less volatile); (b) the extent of democracy has improved;
and (c) openness to international trade has increased. From a compara-
tive perspective, however, the Latin American countries continue to lag
behind the Asian and advanced nations with respect to both macroeco-
nomic stability and openness (see the data in Table A.1).

What is troublesome is that there has been very little or no progress
on the other —and, as it turns out, more important— determinants of
long term growth. The rate of investment has not increased since the
early 2000s (in fact it is almost the same as in the 1970s); human capital
accumulation —measured by the quality of education— continues to be
deplorable; and the quality of institutions is low and has not improved
significantly. Moreover, according to a new data set on objectively mea-
sured indicators of efficiency collected by the World Bank, the vast majo-
rity of Latin American countries do very poorly in variables such as the

01-EDWARDS  24/7/07  09:31  Página 42



CRISES AND GROWTH: A LATIN AMERICAN PERSPECTIVE

43

26 A possible objection to the results in Table 4 is that the institutional variables are mea-
sured as «subjective indexes». The Doing Business data are objective, in the sense that they
use actual measures on the cost of doing business in different countries. These Doing Busi-
ness data are available for a few years only and thus cannot be used in time series or panel
regressions.

27 See www.pisa.oecd.org.

number of days it takes to start a business, the efficiency of bankruptcy
procedures, flexibility of employment, number of shareholders’ suits, and
red tape for exporting, among others (see, www.doingbusiness.org) 26.

The low quality of Latin America’s educational system deserves spe-
cial attention in any discussion on prospects for long term growth.
According to a number of international studies the Latin American
countries are the worst of the world when it comes to education —and
in particular when it comes to mathematics and science. For instance,
according to the PISA tests administered by the OECD in 2003, Brazilian
students ranked last in mathematics, among 40 countries. In the same
tests Mexico was in the 37th position and Uruguay, the best ranked Latin
American country, came in 35th out of 40 countries. The Latin American
students did particularly poorly in the «problem solving» part of these
tests. This reflects the old-fashioned nature of the region’s educational
systems, where memorizing and learning by heart are still emphasized.
Sadly, results are not much better in reading ability; again, the Latin
America nations were at the bottom of the 40 country sample 27.
According to the prestigious Trends in International Mathematics and
Science Study (TIMSS), in 2003 Chile’s eighth graders ranked 39th out of
44 nations in mathematics; in science they did only slightly better, ran-
king 37th. Interestingly, many of the nations that performed better than
Chile in these standardized tests have a lower income per capita. Latin
American universities don’t do any better. According to The Times of
London 2004 survey, not a single Latin American university is ranked
among the top 200 in the world. This contrasts sharply with China and
India, two countries with several world class universities, especially in
science and engineering. Thailand, Turkey and Singapore also have first
rate universities in the sciences, including biotechnology.

This discussion suggests that for long term growth to take off in the
years to come, the Latin American nations will need to make significant
progress in almost every area that affects economic performance. In par-
ticular, very significant improvements will need to be achieved in the
area of institutional strength (remember that the standardized coeffi-
cients analysis discussed in Section II indicate that institutional strength
is the single most important determinant of long term growth). In my
view, however, it is unlikely that this will happen across the board.
Indeed, the fact that the vast majority of the countries in the region have
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failed to move forward in these areas during the last 20 years suggests
that there is very little political will to tackle these impediments to
growth. Moreover, recent elections of populist or quasi-populist
Presidents in an increasingly large number of countries suggests that in
some nations there is likely to be some backtracking on the basic (and
mild) reforms of the 1990s; indeed, the political landscape of the region
suggests that the road ahead doesn’t look very auspicious when it comes
either to economic or institutional reforms. Of course, economic perfor-
mance also affects politics. The fact that growth (and employment crea-
tion) has been so mediocre since the early 1990s explains, at least par-
tially, why Latin American voters have elected populist politicians during
the last few years.

In my view, the most likely scenario in the next ten to fifteen years is
one where Latin America, as a group, slowly falls further behind other
regions in the world —Asia and Eastern Europe— in terms of efficiency,
quality of education, and institutional strength. The result of this, of
course, is that growth itself will very likely continue to be mediocre. If
growth remains low, the creation of well-paying jobs will continue to lag
behind other regions and social conditions will not improve signifi-
cantly.

This doesn’t mean, of course, that every country in the region will
struggle and retrogress. Indeed, it is highly likely that a handful of
nations —Chile, the Dominican Republic, El Salvador, among others—
will be able to press forward with further reforms and institutional
strengthening and in this way they will be able to move further towards
prosperity. This, however, is likely to be the exception rather than the
norm.

I now turn to the determinants of external crises. In contrast with long
term growth, almost every country in the Latin American region has
made dramatic progress in this area. Current account deficits have decli-
ned significantly, fiscal imbalances have been reduced, the net external
position has improved, monetary policy has become restrained and the
majority of the countries have adopted flexible exchange rates. Table 11
shows the evolution between 1984 and 2004 of some of the most impor-
tant variables that determine the probability of experiencing an external
crisis.

The evolution of these indicators suggests quite clearly that the pro-
bability of crises —either current account reversals or sudden stops—
has declined sharply. To the extent that progress in these areas is main-
tained in the years to come —and I believe that it will be maintained—
the likelihood that a «typical» Latin American country will experience a
major external collapse in the future, similar to the Mexican crisis of
1994-95, or the Argentine crisis of 2001, is very low.
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This decline in the probability of experiencing a crisis has very
important implications for the region’s economic well being. Indeed, the
regressions in Section II indicate that, on average and with other things
given, each current account reversal crisis in Latin America reduced
growth by 3.6 percentage points in that same year. Over a generation,
the accumulated difference in GDP per capita between a country that
has no crises and one that has 1.3 crises per decade can be very subs-
tantial (1.3 crises per decade is the average for the region for 1970-
2004). The actual long run gap between GDP per capita in a country
without crises and GDP per capita in a country which suffers from one
or more crises will depend on the trend rate of growth itself, and the
number of current account reversal crises experience by the country in
question. As an illustration, consider the case of a country with a long
run trend growth rate of GDP per capita of 1 per cent, and 1.3 external
crises per decade. The accumulated cost, in terms of GDP per capita for
a generation is 16 per cent of GDP. That is, after 25 years, the «typical
country» will have a GDP per capita 16 per cent lower than that of a
country with no crises.

See Figure 1 for simulation results; I have assumed that there are no
crises during the first ten years. As may be seen from this Figure, after
25 years (a generation) the gap in GDP per capita between a country
with no crises and the «typical» country is very substantial.

5. CONCLUDING REMARKS

In this paper I have used historical data to analyze the relationship
between crises and growth in Latin America. I used econometric esti-
mates to calculate by how much the region’s GDP per capita has been
reduced as a consequence of the recurrence of external crises. I also used

TABLE 11
EVOLUTION OF CRISES DETERMINANTS IN LATIN AMERICA, 1984-1994

1984 1994 2004

Current account deficit to GDP 4.9% 5.4% 1.1%
NIIP over GDP –56.5% –58.8% –50.5%
Fiscal deficit to GDP 8.7% 2.2% 1.1%
Percentage flexible exchange rates 21.0% 31.6% 41.0%
FDI to GDP 0.3% 3.0% 3.2%
Contagion frequency 25.0% 18.0% 15.0%
Excess supply of credit 6.8% 3.4% -1.7%
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variance component probit models to analyze the determinants of major
balance of payments crises. In the light of these historical results, I dis-
cussed the region’s economic future.

The main conclusion of this paper is that it is unlikely that in the
future —by this I mean the next decade and a half, or so— Latin America
will, on average, experience a major improvement in long run growth.
The reason for this is that most countries in the region show no political
willingness to embark on the reforms required to strengthen their insti-
tutions —including, in particular, the protection of property rights, the
rule of law, corruption controls and the efficiency and independence of
the judiciary. In fact, the recent election of populist Presidents in a num-
ber of countries suggests that the region has no political appetite for fur-
ther efficiency-enhancing and institutional-strengthening reforms.
Indeed, a number of new leaders have indicated that they will undo
many of the reforms that were undertaken during the 1990s.

Backtracking and lack of reforms will not be universal. It is possible,
of course, that some countries will do relatively well, and will make pro-
gress in catching up with the advanced nations —Chile and El Salvador
are particularly promising cases. This, however, will not be the norm;
most Latin American countries are likely to fall further behind in rela-
tion to the Asian countries and other emerging nations.

Not everything, however, is grim. The econometric analysis presented
in this paper also suggests that in the years to come fewer Latin America
countries will be subject to the type of catastrophic and very costly

FIGURE 1
GDP PER CAPITA SIMULATIONS,

WITH AND WITHOUT CURRENT ACCOUNT REVERSAL CRISES
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currency crises that affected the region in the past. These crises cost the
Latin American countries close to 16 per cent of GDP over a generation.
In recent years, most nations have greatly improved their macroecono-
mic policies. External debts have declined, current account and fiscal
deficits are in check, FDI has increased, monetary policy has been res-
trained, and most nations have adopted some version of flexible exchan-
ge rates. Every one of these measures has reduced the likelihood of
major crises.

Once these results on long term growth and crises are put together a
simple, and yet powerful, conclusion emerges: it is very likely that Latin
America’s future will be one of «No crises, and modest growth».
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DATA APPENDIX

A.1. MEANS OF LONG TERM DETERMINANTS OF GROWTH (1970-2004) *

Industrial Latin America Eastern
Countries & Caribbean Asia Africa Middle East Europe

Gov. Con./GDP 0.102 0.346 0.146 0.178 0.157 0.406
(0.05) (0.28) (0.03) (0.11) (0.10) (0.26)

Gross Inv./GDP 23.645 21.243 25.654 19.408 24.320 23.984
(2.86) (3.16) (6.40) (5.72) (3.73) (4.12)

Secondary 0.788 0.401 0.365 0.138 0.455 0.550
Education (0.12) (0.16) (0.16) (0.13) (0.19) (0.23)

Openness 6.612 5.859 15.525 5.724 14.458 2.966
(11.48) (6.44) (31.18) (6.74) (9.03) (2.55)

Terms of Trade 6.136 14.245 12.663 19.255 17.444 8.935
Volatility (2.09) (4.51) (5.40) (8.53) (8.28) (0.47)

Democracy 8.865 3.655 2.841 –1.395 1.019 4.495
(2.77) (4.85) (2.61) (5.29) (5.11) (3.01)

Judiciary 7.849 3.359 5.013 4.341 6.310 5.167
Independence (1.21) (1.88) (1.74) (1.52) (1.48) (0.87)

Law and Order 9.190 4.664 6.004 4.704 7.404 7.056
(1.04) (1.33) (1.94) (1.98) (0.80) (0.34)

Property Rights 7.798 4.368 5.022 4.176 5.575 5.850
(0.82) (1.09) (1.56) (1.09) (0.89) (1.04)

Rule of Law 1.660 –0.204 0.154 –0.572 0.521 0.465
(0.42) (0.59) (0.88) (0.53) (0.62) (0.38)

Inflation 6.732 124.513 7.648 17.760 12.302 34.118
(4.16) (221.43) (2.92) (15.03) (15.01) (19.61)

Inflation 5.106 338.825 6.080 16.960 14.924 45.962
Volatility (3.86) (683.21) (2.32) (15.32) (25.57) (48.81)

* The figures are means for 1970-2004, or for the longest period for which there are available
data. Standard deviations are reported in parentheses.
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A.2. DATA DEFINITIONS AND SOURCES

Variable Description Source

Consumer Price Index (CPI)

Contagion

Corruption

Current Account

Degree of Openness

Deviation of U.S. Real
Interest Rate

Direct Foreign Investment

Ease/Tightness of Monetary
Policy

Exchange Rate Regime

External Liabilities

Fiscal Deficit

Government Consumption

Gross Domestic Product
(GDP)

Independence of Judiciary
System

Inflation

International Investment
Position

International Reserves

Investment

Law and Order

Net Capital Inflow

Nominal Domestic Credit

Nominal GDP

Protection of Property
Rights

Real Exchange Rate (RER)

Consumer Price Index

Relative occurrence of capital
flow contractions in each
country’s «reference group»

Corruption index in the Interna-
tional Country Risk Guide
(ICRG)

Current Account

Fitted value from a gravity model
of bilateral trade

U.S. Real Interest Rate minus
U.S. Real Interest Rate average
1970-2004

Direct Foreign Investment

Difference between the rate of
growth of nominal domestic
credit and nominal GDP

Levy Yeyati and Sturzenegger de
facto exchange rate regimes
classification

External Liabilities

Fiscal Deficit

Government Consumption

Gross Domestic Product (GDP)

Judiciary Independence

Annual change in CPI

Difference between foreign assets
held by nationals (government
and private sector) and domes-
tic assets held by foreigners

International Reserves

Investment

Law and Order

Net Capital Inflow

Nominal Domestic Credit

Nominal GDP

Legal System & Property Rights

Real Exchange Rate (RER)

World Development Indicators

Author’s construction based on
data of financial account
(World Development Indica-
tors)

Political Risk Services

World Development Indicators

Author’s construction

Author’s construction

World Development Indicators

Author’s construction

Levy Yeyati and Sturzenegger
(2003)

Lane and Milesi-Ferreti (2006)

World Development Indicators

World Development Indicators

World Development Indicators

Economic Freedom of the World
2006 Annual Report

Author’s construction

Author’s construction using data
from Lane and Milesi-Ferreti
(2006)

Lane and Milesi-Ferreti (2006)

World Development Indicators

Economic Freedom of the World
2006 Annual Report

World Development Indicators

World Development Indicators

World Development Indicators

Economic Freedom of the World
2006 Annual Report

World Development Indicators
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Variable Description Source

Reversal

Rule of Law

Secondary Education

Strength of Democratic
Institutions

Sudden Stop

Terms of Trade

U.S. Real Interest Rate

Volatility Inflation

Volatility RER

Volatility Terms of Trade

War Dummy

World Interest Rate

Reduction in the current account
deficit of at least 4 per cent of
GDP in one year. Initial balance
has to be indeed a deficit

Rule of Law

Total gross enrollment ratio for
secondary education

DEMOC: general openness of
political institutions

Reduction of net capital inflows
of at least 5 per cent of GDP in
one year. The country in ques-
tion must have received an
inflow of capital larger to its
region’s third quartile during
the two years prior to the
«sudden stop»

Trade-exports as capacity to
import (constant local currency
units)

Treasury Bill minus inflation

Standard deviation of the rate of
change of the CPI

Standard deviation of the rate of
change of the RER

Standard deviation of the rate of
change of the Terms of trade

Dummy = 1 if country participa-
tes in any type of conflict
during the year. 0 otherwise

U.S. Real Interest Rate

Author’s construction based on
data of current account deficit
(World Development Indica-
tors)

Worldwide Governance Indica-
tors, World Bank

Barro and Lee (2001)

Polity IV Project database

Author’s construction based on
data of financial account
(World Development Indica-
tors)

World Development Indicators

International Monetary Fund

Author’s construction

Author’s construction

Author’s construction

UCDP/PRIO Armed Conflicts
Dataset

International Monetary Fund
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